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This memoran&am responds to your request for assistance. 
This memorandum should r,ot be cited as precedent. 

DISCLOSURE STATEMENT 

This writing may contain privileged information. .xny 
unauthorized disclosure of this writing may have an adverse 
effect on privileges, such as the attorney client privilege. If 
disciosure becomes necessary, please contact this office f,sr our 
views. 

ISSUES 

The Zxaminarion team assigned to examine rhe   ----- and   -----
tax years have requested our advice .concerning a p------n p------
given to The team by she taxpayer,   ---- ---------------- i"I  ------
In the paper,   ---- addressed the t---- ----------- --------: 

1. Whether   ---- may rely on Revenue Ruling 78-228 to 
support its posir:on- ----t property manufactured in the United 
StaEes and assembitd and tested outside r-he irniteti States by 
  ---- Is r,ot "exporr- croper-y" as defined ir. 1.R.Z. 0927. 

ixam nas asked ?,zr .zjJr leaal ~zpinion as to :<tier_her either rf 
  ------- claims have merit. 

      

  

    

    
      

  

  

  

  



CONCLUSIONS 

_ Because tkle definition of manufacturing is different 
under t>he DISC and FSC provisions, the taxpayer may not rely upon 
Rev. Riui. 78-228, :<hich addresses the DISC rules, to support it 
position that assembly and test operations conducted abroad were 
not manufacturing for purposes of the FSC rules. 

  ---- is not entitled to relief under I.R.C. §7805(b). 

BACKGROUND 

In   ------ Central California District Counsel ("CCDC") 
requested ----- advice concerning the assembly and testing stages 
-f   --------'L   ------------- -------- production for the tax years   ----- 
  ----- -----   ------ ---------------- CCDC asked whether assembly an--
----- c?era------ performed outside the rJ.S. on   ------ contained in 
a   ------ (which ;gas fabricated in the U.S.) are ------ufactnring," 
as- -------bed in Treas. Reg. §1.927(a)-1Tic). If those ouerations 
constituted manufacturing, then the sale of the final   ----
product did not qualify as export property with the me------- of 
I.R.C. §927(a) (1). Consequently,   ---- would not be entitled to 
certain foreign sales corporation --------- benefits. 

-- response to CCDC's request for field advice, CC:INTL:Br6 _._ 
issued a Field Service Advice ("FSA") on January 21, 1997 (cited 
as 1907 FSA LZXIS 211) which concluded that for the tax years in 
issue, a threshold level of assembly may qualify as 
manufacturing. In the Analysis section, the FSA distinguished 
Rev. 3ul. 78-228, upon iinich the taxpayer relied in support of 
its pcsition that the assembly and test stages did not constitute 
manufa'cturing. Rev. Rul. 78-228 explained why various activities 
constituted manufacturing under the Domestic International Sales 
Corporation I"DISC") regulations then in place. The Service 
observed that the facts and law involved in the ruling were not 
the same as the facts and law pertinent to the   ---- case. 
Accorclngly, the Service determined that   ---- ------- not rely on 
Rev. liul. 78-22? as it was irrelevant with- ------ect to   ------- FSC 
activities. 

- '_ . ..e Examination team is c-rrentl:; examining   -------   ------ and 
  ---------- tax years ark has again Zeterkned that as--------- a--- --st 
------------s ccnouL-- --ad by   ---- ,cutside the rU.S. on   ---- -------------
  - -- -------- are manufactori----- In response,   ---- ----- -------------
--- ----- ----m tea-m a Fosition caper in which it- -----ends t:?at it is 
entitled to rel:; on Rev. Rul. '8-228 t3 support its position that 
assembly and test sperations abroad were not manufacturing. 
  ---- f.Jrther argues that the FSA discussed above inappropriately 
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<ismissed this rulir.g, ana ,ciaiPs that S:uboart F r’2leS and case 
l5.w should nor be eecermlr.aclve in the res=L-uticn ‘of i FSC 
manufacturing issue. 7 i r c ; 1 :, _ I   ----- asserts cP.ac r.“.e 
“retroactive application zf a cnanoe In position with regard to 
3.ev. sui. 78-226, ,an ourstanding and unmcdifiei ruiing upon which 
  ----- has relied, xouid ca:use   ---- signiflcanr adverse 
---------uences entitling   ,   to relief i?nder 1.3.C. 67ao5tbi.v 

LEGAL ANALYSIS 

Rev. Rul. 78-228 

  ------ reliance on Sev. sul. 73-228 ignores the plain 
language of the FSC orovlsisns ,of the codes and reguiacions, as 
xeil as case law. ?.ev . 3111 . -j-22a iiivoi;-es ruies Loplicable 
snly 12 DISCS. The CLSC r,dLes were superseded ‘by the ?SC,‘Subpart 
F regime, effective for transactions occurring after Cecember 31, 
1984. As a result cf the change in law, the definition of 
manufacturing changed slightly, but significantly for purposes of 
this issue analvsis. Thus, although the requirements for 
qualified expori property =sntained in the DISC rules are 
generally similar to analogous FSC requirements, the two sets of 
r,ules contain different definitions for manufacturing. 

For DISC purposes, Treas. lieg. §1.??3-j(c) (2) !iij, (iii) and 
(iv) provides three definitions of manufactnre. To b,e considered 
manufactured under the r~egulasion, either property must have been 
substantially rransfsrmed ,51.?93-3(cl:(Z1 (iii), the ictivities 
Tarformed must have been s!ubstantiai in nature and generaily 
considered to constLtute the manufacture s‘r production of 
property (§1.?93-3ic: iZl!iLi) i, or the ccnverslon c,csts incurred 
must account for 20: or more of the c,osts of goods sold [§1.993- 
1 ic) (2) (iv)). Under the S1SC rlules, Treis. ;ieg. 51.??3-3ic) (21 
provides, for puraoses c’f Treas. Xeg. 51. ??3-3ici (21 iii1 ,or 

Llli, that “manu>acture ‘3r production cI.oroperty ,does not 
include assembly or cackaqrng operations :,i;th respect to’ 
property.” 

  

  ,   
    

    



In contrast T tie DISC rzguiations, Tress, Reg.' 51.?54- 
: (al ;4) (iii'1 provides that oackaglng, repackaging, labeling, or 
minor assembly; operations will not constitute the manufacture of 
properKy for curposes of T.R.C. $?954(di (1). Thus, the FSC 
provisions 'use a definiti.on of manufaconr1r.g zhat is different 
from the definition ;sed in the DISC ;rOVlslcnS. While Treas. 
Reg. 51.993-3 icj 12) exuresslv exciudes assembly of all types from 
the definition of manu?acturing (except in tr.2 case of the 20 
oercent test!,the F‘CC provisions exclude on:;- minor assemblti. 

The TZX Csurrr ?.iS ii.50 analyzed -tinether assembly activities 
constituted manufacturing unaar Treas. Reg. 51.954-3. See +.a., 
Ba,uscn i icmb, Inc. .- ~G3rrm'z., T .C. :;!emo. L3?6-57: Dave 
Fischbein Manufacturino Co. vJ. Comm'r., 59 T.C. 338 119721, p.oV, 
1973-2 C.9: 2. See also Webb Extort Corp. -:. Comm’r, 91 T.C. 
131 ;1988! . These c&Z' reveal that, for purposes of Treas. Reg. 
51.554-3 a threshold level 'of assembly may qalify as 
manufactlring. Thus,   ------- reliance on Rev. Rul. 72-228, in 
the -SC contaxt, 1s no-- -----anted. 

I.R.C. §7805(b) 

  ---- has also araued thar the Service has changed its _ 
poslzi--- -egarding RPV. Rul. '8-728, .and has reKrcaCKi'Jel.y 

applied this c>,ange to   ------- detriment. ZsnsequenLiy,   ----
be1i.eves that it is anti----- to reiief :under I.R.C. %730-------
I . R 'Z ~78OSibi was intended to be a.taxpa\;er-relief provision by 
grar,rinq the 1.R.S. sawer 75 &void inequitakle result5 by 
appl:.ing its regulations and ruli,r,gs with Frcspective effect 
13 nl :; Zn crder to re eligible fsr relief,uzder L.R.C. 57905(b) a 
taxpayer must show .1) a prior published Service position; !2) 
netrlmental reliance: i31 a subsequent ,cnange In me zervlce's 
posi:Lon; and iharm to the taxpayer due t) -he change In the 
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regularions, :5-;enue r)uiinas, revenue prcceciures cr ccurt 
riecisicns ." 57.:;(6) fur-,ter provides, in part, that e,ach 
I-ever.ue r~iina r+presencs f’c.e conclusion cf the Service as to the 
application of t!.e iaw ~3 Ehe entire statement 'of facts involved. 
Accordingly, taxpayers should determine tinether a revenue ruling 
2~ rexienue procgure on which they seek f,o reiy has been affected 
by subsequent lagrslation, trearles, reguiations, revenue 
rulings, revenue procedures or court decisions. 

  ---- is net entitled to relief under I.R.C. §7805ibl as its 
-elian--- -n Rev, 3ul. 73-228 is misplaced. ~.ie’I. ~.Ui -9-228 does 
n,ot ir.volve the 1aw appiicable to FSCs. Instead, it addresses 
rules applicable r'o DISCS. Because the definition of 
manufacturing Is different under the DISC and FSCprovisions, we 
<ancitide that t?.e _ _ taxoaver may not rely upon Xev. F?ul. 78-228, 
:<hicn addresses the DISC ruies, to support its oosltlcn that 
assembiy and test ooerations conducted abroad were not 
nanufacturing f-,r purposes of the  ----- rules. Additicnally, the 
specific facts xd activities of ------ in the tax years   --------
z.nd   -------- are different from the ------- in Revs. ?.Ul. -?-228. 

Eoreover, the Service did not change the its position regarding 
;lev. Iiul. 78-223; rather, the Service's analysis of   ------- case 
in the FSA invclved a different fact pattern and a d----------
rule. Thus, there was no narm to the taxpayer in this case. We 
finail:< note that I.R.C. §7805(b) relief does not extend to all 
cases :n wnlch a taxpaver takes a reasonable 'out erronecus 
position that ,*a --es unchallenged for man;/ years. Tt is 
estabiished'tlaw that the Service's acceptance of the erroneous 
.treatment of items in prior taxable years does not preclude the 
correction cf :::e erroneous treatment 1.n succeeding years. Sep 
s, Xniqhts :i Colilmbus Counsei :r. U.S., 783 F.2d i;3 -7th Cir. 
19861 ; :Jnitv F-.71 i.1 Coooera:ive _---_ Sxchanae -7. Sommlssloner, 481 
? .Zd $12 (10th 3ir. 19731, cert. ieniei, 414 U.S. 1021: .1973); 
Zarran's #Club .-. !J.S., ,128 Ct. -1. 650 .1981); Hawkins :-. ,- 
::~~mm~ss~oner, -:: ?.2d 347 :8th Cir. 19931. 

  

  

  

  

  

  



If you have zny quesEions or concerns, please tie not 
hesir_ate co ConLacr she cndersigned attorney a~ t4oa) 517-4694 

.3ssociate .krea Counsel 
!,Large and Mid-Size Business) 

Attorney (LMSB) 

-. 


